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The Welfare State and Its 


Finances 
By Walter Hagenbuch 
I 


t is fashionable for economic and social historians to designate 
[ecrain years as turning-points, watersheds, climacterics. It 

may be that future historians will so regard the year 1948; 
for the fifth of this month marks the tenth anniversary of the 
Welfare State, or, more precisely, of the “Appointed Day” on 
which the post-war legislation relating to National Insurance, 
National Assistance and the National Health Service came into 
force. In the social field there have been only two comparable 
periods: the years 1833-4, which witnessed the first effective 
Factory Act, the first State grants to education, and the New 
Poor Law; and the years 1908-11, when old-age pensions, 
town-planning, labour exchanges, and health and unemploy- 
ment insurance were introduced. 

It is not of course implied that the Welfare State consists 
only of half a dozen Acts of Parliament'. Legislation is simply 
the means to an end: the creation of a society in which every 
citizen is provided by the State with services that ensure 
economic security for himself and his family. The recent 
adoption of the term Welfare State suggests that the post-war 
decade differs significantly from any previous period, and this 
is tue of both the means and the end. Statisticians may prove 
that some of the benefits are less adequate, in real terms, than 
those provided before the war. But the scope of the post-war 
schemes of social security is more comprehensive than ever 
before. There are no longer substantial numbers of people 
outside the income limits for national insurance, or beyond the 
reach of the system of panel doctors, or wholly dependent on 
means-tested benefits provided by the poor law or the Assist- 
ance Board. 


Mr. Hagenbuch is a Fellow of Queens’ College and a Lecturer in Economics in the 
University of Cambridge. 

1 The measures usually included are the Ministry of National Insurance Act 1944, the 
Family Allowances Act 1945, The National Insurance Act 1946, the National Insurance 
(Industrial Injuries) Act 1946, the National Health Service Act 1946, and the National 
Assistance Act 1948. 








Similarly, historians may find the origins of the Welfar 
State in the Minority Report of 1909, or the growth of th 
postal services in the eighteenth century, or the Elizabethan 
Poor Law, or the Statute of Labourers of 1349. But the concep 
of State responsibility for the economic well-being of ever 
individual and family is a post-war concept. Its origin is in the 
Beveridge Report of 1942. Its aim is freedom from want—not 
merely the relief of the poor, or the supplementation of private 
provision and charity, or the rescue of the unlucky and the 
improvident; but the guarantee to all of certain standards of 
income, health and opportunity. 

The purpose of this article is to review the pattern of 
expenditure on the social services as a whole, to discuss the 
particular problems of certain services, and to consider the 
prospect before us. 


II 


SOCIAL SERVICE EXPENDITURE 


The financial structure of the social services is now being 
subjected to analysis by the modern technique of social account- 
ing. The technique was first applied by Dr. Abel Smith and 
Professor Titmuss in their companion study to the Guillebaud 
Report on the Cost of the National Health Service. It has since been 
used by Mr. John Vaizey in his book on The Costs of Education. 
We may look forward to its extension to other social services, 
so that the true costs, in terms of resources consumed, and the 
true impact on income and expenditure, both of the public and 
of the Exchequer, will be made plain. In the meantime, dis 
cussion and policy must take as their starting point the official 
figures published by the Central Statistical Office, and for our 
present purposes the most useful are the annual estimates in 
the National Income Blue Book. Table I shows expenditure by 
the combined public authorities (the Central Government, the 
National Insurance Fund and the Local Authorities) for the 
years 1949 to 1956, that is, for eight out of the ten years sinct 
the “Appointed Day”’. 

Throughout the period, current expenditure on social 
services was about equally divided between “real services’, 
involving the direct purchase of goods and services by the 
State, and “transfer payments’’, consisting of cash benefits 
By the end of 1954 we were spending about £1,000 milliom 
on each. 
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TABLE I. 
Expenditure on Social Services 



























































1949 | 1950 | 1951 | 1952 | 1953 | 1954 | 1955 | 1956 
£m | £m | £m | £m | £m | £m | £m | £m 
Current Account 
(I) Goods and Services 
Health Services 413 | 458] 476] 489] 505 522 559 | 618 
Education and Child Care} 247 261 301 333 359 | 394] 426 | 477 
Administration of 
Insurance and Assistance 52 52 56 63 65 67 71 76 
Total Goods and Services 712 771 833 885 929 983 | 1056 | 1171 
(2) Subsidies 
Housing 71 72 75 83 92 100 100 107 
(3) Grants to Persons 
Pensions 375 375 389 | 440| 471 478 | 558] 592 
Unemployment Benefit 21 20 15 28 27 20 18 22 
Other Insurance Benefits 87 92 97 105 126 128 143 158 
National Assistance 52 62 74 98 107 111 105 112 
Family Allowances 63 64 66 80 108 109 111 116 
Education Grants 46 51 51 55 57 61 66 74 
Welfare Services 62 61 66 76 77 78 83 90 
Total Grants 706 725 758 | 882 973 | 985 | 1084 | 1164 
Total on Current Account 1489 | 1568 | 1666 | 1850 | 1994 | 2068 | 2240 | 2442 
Capital Account 
Housing 263 | 264; 288 352 399 | 365] 315 | 297 
Health 15 16 17 16 17 19 22 22 
Education and Child Care 38 50 62 71 72 74 81 101 
Other 2 3 $ 3 2 3 3 $ 
Total on Capital Account 318 333 370 | 442 490 | 461 421 423 





Notes (a) All figures are taken from the Blue Book -National Income & Expenditure 1957. The classification and 
coverage adopted in the Blue Book is followed throughout. In particular, food subsidies are excluded; 
the administrative costs of the Ministry of Pensions and National Insurance and of the National 
Assistance Board are classified as expenditure on g 
classified as grants to persons, not as expenditure on goods and services; and welfare services are 
classified as grants to persons, not as subsidies. 


(b) ‘Administration of Insurance and Assistance’ includes care of the aged, h 


a: 


d, and h 


and services; education grants are 





(c) ‘Pensions’ consist of service pensions and non-contributory old age pensions (paid by ‘the Exchequer); 
and retirement pensions and widows’ and guardians’ allowances (paid by the National Insurance 


Fund). 


(d) ‘Other Insurance Benefits’ consist of sickness benefit, maternity benefit, death grant, injury benefit, 

disablement benefit, and industrial death benefit. 
(e) ‘National Assistance’ includes industrial services for the disabled. 
(f) ‘Education Grants’ consist of scholarships, maintenance allowances, and grants to Universities. 
(g) ‘Welfare Services’ consist of milk and welfare foods (for mothers and babies) and school meals 


and milk. 





The equality of the two totals is, however, accidental, for 
the first is dominated by health and education, and the second 
by pensions, and there is no reason to suppose that the growth 
of expenditure under these two headings has been kept in step, 
either directly as a matter of policy, or indirectly in response to 
rising prices. 

Health, education and pensions account for three quarter 
of the total current expenditure. Of the lesser items, the two 
most interesting are unemployment benefit, which has remained 
astonishingly low, not only in comparison with the pre-war 
pattern of social service expenditure, but also in contrast to the 
expected amount in the war-time and immediate post-war 
estimates; and National Assistance, the only item of current 
expenditure that has more than doubled since 1949. 

On capital account, the figures show the rise and fall of 
local authority housing programmes, the early and latter waves 
of school building, and the inadequate expenditure on hospitals, 

This is the internal pattern. The external pattern is seen by 
comparing social expenditure with public expenditure as a 
whole and with the national income. Table ITI shows the extent 
to which social services compete with other public services in 
the budget of the combined public authorities. 





























TABLE II. 
Distribution of Total Expenditure of Public Authorities 
1949 1950 1951 1952 1953 1954 1955 1956 
% % % % % % % % 
Social services 39-2 40-7 38-9 37-9 39-1 39-2 1-1 41-7 
Defence 20-4 21-3 25-6 30-2 30-6 29-9 28-3 28-0 
Government 9-5 9-0 8-6 7:8 7-7 7:7 7:9 8-1 
Environmental 
services 3-4 3-4 3°3 3-2 3-3 3-4 3-4 36 
Other Subsidies 
and grants 13-0 11-3 9-8 7-5 5-9 6-7 5:1 5-0 
Debt interest 14-5 14-3 13-8 13-4 13-4 13-1] 14-2 13-6 
100-0 | 100-0 | 100-0 | 100-0 | 100-0 | 100-0 | 100-0 | 100-0 





























Notes : ‘Government’ represents the administrative cost of all the central government departments. ‘Environ 
mental services’ consist of roads, street lighting, fire services, refuse di and land drainage. ‘Other 
Subsidies and grants’ consist almost entirely of agricultural and food subsidies. 
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The share of the social services shows a slight upward 
trend, resulting mainly from the substantial pension increases 
of 1955, but on the whole it is remarkably steady at around 
40 per cent. Equally steady are the claims of government, 
environmental services and the national debt. The only notable 
change is a rise in the share of defence costs, offset by a fall in 
that of agriculture and food subsidies. 

The Welfare State is therefore the biggest claimant on 
public funds, but the relative size of its claim has not changed 
significantly since 1949. A similar conclusion emerges from any 
comparisons that may be made with the national income. First, 
we may compare current expenditure on social services with 
the total of private income (personal incomes plus undistributed 
business profits) to indicate how far private income is “socialized” 
for the purposes of the Welfare State. This proportion, since 
1949, has been fairly steady around 12 per cent. Secondly, 
we may compare social expenditure on goods and services with 
the gross national product, to show how far the Welfare State 
competes for the real output of the community. This proportion, 
too, has been steady since 1949, at 5} per cent; or, if we add 
capital expenditure, which also absorbs current output, 8 per 
cent. Thirdly, we may compare expenditure on subsidies with 
total consumer expenditure to show how far the Welfare State 
“distorts” market prices. The answer is consistently 0.8 per 
cent. Finally, we may compare social service grants with the 
total of personal incomes, to indicate how far we are dependent 
on the Welfare State for money income. This proportion, again, 
has remained just under 7 per cent. 


* * * 


In view of this evidence, we may well ask why there was so 
much concern, in the earlier years at least, about the supposedly 
growing claim of the Welfare State on our real and budgetary 
resources. One reason is that the initial impact was certainly 
heavy, that the cost of the Health Service had been greatly 
underestimated, and that the then Chancellor, Sir Stafford 
Cripps, took fright when this single item reached £400 millions. 
Again, ten years ago the food subsidies were generally accepted 
as part of the social services. Now they are not, partly because 
of a change in the political climate, but chiefly because the 
system of deficiency payments introduced in 1954 has made 
them almost indistinguishable from agricultural subsidies, the 
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main purpose of which is to help the producer rather than the 
consumer. Food subsidies are no longer shown separately in 
the Blue Book from which Table I is compiled. Their inclusion 
in the Table would change the picture considerably by adding 
£400 millions (at which Sir Stafford also took fright) in 
1949 and lesser amounts in subsequent years, falling to £200 
millions in 1953. 

A further reason for the alarm of some years back was 
that a philosophy of egalitarianism seemed to be gaining ground 
in relation to social service policy. According to this philosophy, 
the purpose of the social services was to provide, through the 
State, uniform and universal benefits regardless of the needs or 
the means of the recipients. In its more rigorous form, it 
identified every extension of the social services, through the 
provision of bigger and better State benefits, with social 
progress. The present writer, in an article in this Review in July, 
1953, tried to show that this attitude was in conflict with the 
traditional view that the purpose of the social services was the 
prevention of poverty. The latter view favoured discrimination 
in order to concentrate benefits where the need was greatest or 
the means least adequate. In its more rigorous form, it envisaged 
the progressive diminution of the social services as standards of 
living increased and private provision was facilitated. 

Our analysis suggests that actual experience does not 
correspond to either of these clear-cut concepts. No dramatic 
expansion or contraction has taken place. Instead, the social 
services have settled down at a level, which may or may not be 
the optimum one, such that about 12 per cent. of the national 
income is redistributed through them. 


III 


SOME PARTICULAR PROBLEMS 


The Report of the Guillebaud Committee on the cost of 
the National Health Service is the most thorough enquiry into 
any branch of the social services that has been made since the 
war. The Committee was set up because the Minister of Health 
found the budgetary cost of the service becoming less and less 
controllable. A “ceiling” of £400 millions had been set in 1951 
and charges introduced for certain services in order to keep the 
net cost to the Exchequer within the ceiling. But the £400 
millions was an arbitrary figure; the charges were resented, 
and there was confusion over whether they were intended to 
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raise revenue, or to check demand, or to do a bit of both; and 
the gross cost continued to rise. Moreover, it was suspected that 
the ageing population and the development of costly new drugs 
would together make a continuing rise inevitable: people would 
grow older and older in order to enjoy more and more expensive 
diseases. 

The Committee’s findings were of great interest to the 
economists but not very helpful to the politicians. First, the 
investigation made for the Committee by Dr. Abel Smith and 
Professor Titmuss showed that most of the increase in cost was 
the result of a general rise in prices. It also showed that, from 
the point of view of the use of real resources, the Health Service 
had absorbed a steadily declining proportion of the gross 
national product. This, of course, did not help the Chancellor 
with his budgetary problem, but it did introduce a question 
similar to that we touched upon in the last section of this 
article: is it to be expected that, as economic progress brings 
higher standards of living, the social services should absorb a 
rising, a constant, or a falling proportion of the national 
income? 

Secondly, the Committee had some important things to 
say about the prospective cost. Population changes, they found, 
would probably raise the cost of health services by as little as 
8 per cent. over twenty years: by 4} per cent. on account of the 
increase in the total population and by 34 per cent. on account 
of the increase in the proportion of old people. The Exchequer 
burden would also rise as the general level of prices rose, and if 
higher standards of service were provided.. But much of the 
increase of the earlier years was probably non-recurring: most 
of those needing spectacles and dentures now had at least one 
pair and/or set. 

Thirdly, the net Exchequer cost might be reduced by 
improvements in efficiency or by the imposition of further charges 
on consumers. Some improvements were suggested, none of 
them likely to have a marked effect on the total cost, and in 
particular the Committee could not produce any “built-in” 
mechanism for encouraging efficiency. As for the existing 
charges, they were discussed as regulators of demand rather 
than providers of revenue. The Committee recommended their 
retention until the supply position, especially the supply of 
dentists, became easier. 

Finally, with admirable frankness, the Committee declared 
that there was no objective method of determining what the 








8 


Health Service ought to cost. It must be a political decision, 
Moreover, there was no prospect, they said, that as the health 
of the nation improved, the need for health services would he 
thereby reduced. 

Since the publication of the Guillebaud Report early in 
1956 an important development has occurred in the financial 
basis of the Health Service. This has passed almost unnoticed, 
perhaps because it was thought to be a mere technicality, but 
its significance may be profound. The National Health Service 
Act of 1946 provided that most of the cost should be met by the 
Exchequer out of general taxation, except for a sum of about 
£40 millions to be transferred annually from the National 
Insurance Fund. This transfer was supposed to represent the cost 
of medical services under the pre-war National Health Insurance 
scheme. As such, it is something of an oddity, though it has 
been partly responsible for the popular belief that the National 
Health Service is a constituent of the National Insurance 
scheme. Early in 1957, the Chancellor seems to have discovered 
in this oddity a valuable source of extra-budgetary revenue. On 
two occasions, in February, 1957 and February, 1958, he 
increased the amount of the transfer (and the contributions to 
the National Insurance Fund) by £40 millions, so that in a full 
year the Insurance Fund will now contribute about £120 
millions towards the cost of the National Health Service. It may 
not matter that teachers and experts will henceforth find it 
increasingly difficult to explain that the Health Service is 
independent of the Insurance scheme (the phrase “National 
Health contribution” is now widely used to increase the 
confusion). Of more significance is the implication that “con- 
tributions” are a much less troublesome method of financing 
social services than general taxation. 

Thus, the two main points emerging from the experience 
of the National Health Service are: first, the probability that, 
as a proportion of the national income, the cost is not likely to 
change substantially, unless by political decision; secondly, the 
possibility that, as an item in the budget, the cost may be met 
by switching from taxes to contributions. 


* * * 


Let us now turn to pensions. We may begin with the 
special problem of the National Insurance Fund and then look 
at the general question of provision for retirement. The Insur- 
ance Fund has so far had an annual surplus of contributions 
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over benefits provided. In 1949-1951 the surplus was over £150 
millions a year, mainly as a result of over-estimating the amount 
of unemployment. From 1952 to 1956 the surplus was about 


£50 millions a year, resulting from a series of downward 


adjustments in the contributions for unemployment, and 
upward adjustments, in both contributions and benefits, for 
pensions. The time has now come, however, when this surplus 
isdestined to disappear and give place to a rapidly rising deficit. 

The causes of the prospective deficit are well known. In 
the first place, subsistence-level pensions were granted from 
1946 onwards, to all insurance pensioners who had been 
insured under the pre-war schemes. The Beveridge Plan 
envisaged a gradual build-up to subsistence-level pensions for 
this class of beneficiary, with considerable supplementation by 
the National Assistance Board in the meantime. This policy 
proved unacceptable, with the result that the Exchequer is 
expected to subsidize the Nationai Insurance Fund to pay for 
pensions, at 1946 or 1948 subsistence level, for those who have 
not earned them. 

Secondly, this difficulty of unearned pensions is multiplied 
every time the rise in the cost of living forces an increase in the 
standard rate of pensions. When this happens, contributions 
are increased also, but only to a level which, calculated over 
the whole working life of the contributor, would provide the 
higher rate of pension. Beneficiaries who receive the higher 
pension immediately, or who are already well on the way to 
retirement, are again to be subsidized by the Exchequer. 
Thirdly, even if contributions are increased by more than is 
actuarially justifiable (as they have been in recent years), they 
cannot possibly be increased by an amount which would relieve 
the Exchequer entirely, because they are at a flat rate: a 
regressive tax limited by the amount which the lowest income- 
earners can bear. Finally, contributions to the National Insur- 
ance Fund are not “‘funded” in the manner of a commercial 
insurance scheme. Annual surpluses are mopped up and 
invested by the National Debt Commissioners in government 
bonds; they are not productive and they cannot be liquidated 
for the purpose of balancing an annual deficit. A certain 
balance is carried over from year to year but substantial annual 
deficits will have to be met by Exchequer subsidies from 
current taxation. 

Thus, the prospect for the National Insurance Fund is one 
of increasing dependence on grants from general taxation, 
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rather than on income from contributions, to cover its expend. 
iture on pensions. 


* * * 


The problems of the Insurance Fund have their counter. 
part in the National Assistance Board. If prices had remaine( 
stable, and had a graduated pension scheme been adopted fa 
those retiring in the post-war decade, the Assistance Boar 
would have carried a heavy initial burden, followed by ; 
gradual lightening of the load as more and more pensionen 
received full subsistence pensions from the Insurance Fund. 
Exactly the opposite occurred. The Insurance Fund paid ful 
pensions at the beginning of the decade, but prices rose con- 
tinuously and an increasing number of insurance beneficiaries 
found their benefits inadequate and sought supplementation 
from the Assistance Board. This applies not only to retirement 
pensions, but also to sickness and unemployment benefit, 
since the standard rates for the three kinds of benefit ar 
normally the same. Insurance benefits have of course followed 
the rise in prices, but until the big increase of April, 1955, they 
never caught up with it. The situation is clearly seen by 
examining the number of cases on the books of the Nationa 
Assistance Board. Allowing for seasonal variations, they 
increased steadily from about 1 million at the end of 1948 to 
about 1.8 millions at the end of 1954. The first significant 
reduction was the fall of 200,000 in the number of cases between 
March and August, 1955. 

In catering for this unexpected flood of customers, the 
National Assistance Board has enhanced its reputation to 
remarkable degree. The old prejudice against the poor law 
and the resentment of the means test are still there, but the 
Assistance Board officers, working under more generous and 
flexible rules than in the days of the poor law, have broken 
down much of the prejudice and made the means test almost as 
friendly an affair as the completion of an income tax retum. 
It would be unreasonable to raise the standard rate of insuranct 
benefit to a level which relieved the National Assistance Board 
of all its insurance customers; there will always be some with 
exceptional needs, quite apart from their means. It would be 
equally unreasonable to allow a progressive drift from insuranct 
to assistance as the basis of social security. But in striking 3 
balance between tying insurance benefits to the cost of living, 
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and allowing them to lag a long way behind, the government 
cannot fail to take account of the increasing respectability of 
the National Assistance Board. And, from the fiscal point of 
view, the higher benefits necessitated by rising prices are likely 
to come from the general taxpayer rather than the insurance 
contributor, whatever compromise is adopted. 

To sum up: National Insurance, which was intended to 
be the mainstay of the post-war system of social security, is 
becoming increasingly hollow. Apart from the deep-rooted 
conviction that the payment of a contribution gives him an 
unashamed right to certain benefits, the average contributor 
would find very little in the realms of logic or arithmetic to 
justify giving the name insurance to the scheme in its present 
state. Perhaps this does not matter. We could continue to 
operate the existing machine with such adjustments from year 
to year as circumstances may dictate. But it is worth considering 
possible alternatives, and at this time of day it is impossible to 
ignore the Labour Party Superannuation Scheme. 


IV 


NATIONAL SUPERANNUATION 


The scheme published by the Labour Party a year ago has 
received much less critical examination than it deserves. It is 
a rare and skilful combination of political and economic 
ingenuity, and many articles could be written about it. For the 
present, we can only give the briefest outline of its provisions 
and pick out those aspects which are related to the problems 
we have been discussing. 

Professor Titmuss, in his Eleanor Rathbone Memorial 
Lecture The Social Division of Welfare (1955), was the first to 
point out clearly that the welfare benefits now received by the 
individual fall into three broad categories: social welfare, fiscal 
welfare and occupational welfare. The first consists of the 
social services as commonly understood; the second of income 
tax allowances; the third of benefits provided by firms to their 
employees. He stressed, quite rightly, that we must examine 
these three groups together if we are to discuss intelligently 
such questions as family allowances, which may come through 
all three channels. Most of all he stressed the growth of occu- 
pational pension schemes and their relationship to other forms 
of retirement income. It is not surprising, therefore, that the 
Labour Party booklet should stress this point. Mainly as a 
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result of full employment and the difficulties of obtaining and 
retaining labour by paying higher money wages, “fringe” 
benefits and, in particular, occupational pensions schemes haye 
become increasingly prominent. A recent survey by the Gover. 
ment Actuary estimates that 8? million persons are noy 
covered by such schemes. Their rapid growth might lead us ty 
look forward to their extension to the whole of industry. Not 
so to the Labour Party. To them, such pension schemes area 
privilege enjoyed by a minority; they hinder mobility and 
freedom; they are probably confined to larger firms and higher 
paid workers; and so on. A plan is therefore put forward for 
supplementing them by a compulsory National Superannuation 
Scheme. 

From another Appointed Day, yet to be fixed, all persons 
not covered by a satisfactory occupational scheme would 
contribute to a new National Superannuation Fund. Tripartite 
contributions amounting to 10 per cent. of all earnings would 
flow into the Fund from employers, employees and the Exchequer 
in the ratio 5 : 3 : 2. On retirement, contributors would receive 
a superannuation benefit related to their income, the amount 
depending on how long they had contributed. Contribution 
in earlier years would be scaled up, for the purpose of calcu- 
lating the benefit, to take account of increases in average 
earnings in the economy as a whole, thus giving the beneficiary 
both a share in the higher real standards of living achieved up 
to the time of his retirement and a compensation for increases 
in the general level of money incomes up to that time. Ther 
would be some redistribution, in that both a ceiling and a floor 
would be fixed for superannuation benefits. 

The new contributions would replace the pension contribu- 
tion to the National Insurance Fund, but other insurance 
contributions, for sickness, unemployment, etc. benefit would 
continue. Existing pensioners would continue to draw on the 
Insurance Fund, but the standard rate of benefit would b 
raised to £3 and adjusted automatically for increases in the 
cost of living. 

Occupational schemes would be approved, as an alter 
native to participation in the national scheme, if they wert 
“sound”’, transferable from one firm to another, and provided 
benefits similar to those of the national scheme. 

Finally, the superannuation fund, the income of which 
would clearly be much larger than its expenditure for a number 
of years after the introduction of the scheme, would be invested 
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in productive industry by an independent authority endowed 
with considerable discretionary powers. 

These are the bare bones of the Labour Party plan. But 
they are sufficient to show its main attractions and its main 
difficulties and dangers. Much could be said about the desira- 
bility of guaranteeing, through a compulsory State scheme, 
higher real standards of living for the retired population; about 
the problems of transfer and comparability between State and 
occupational schemes; about the possible effects on aggregate 
saving and investment, on inflation, on incentives, on economic 
progress; and about the political implications of the investment 
policy of the “‘supermen”’ who would control the superannuation 
fund. 

For our present discussion the distinguishing character- 
istic of this new scheme is that it replaces flat-rate contributions 
and benefits by contributions and benefits proportional to 
income. On the one hand, it completely resolves the problem 
which has hamstrung the Insurance Fund: the limitation of 
contributions to an amount which the lowest incomes could 
bear. On the other hand, it establishes an entirely new principle 
in regard to benefits: that the object of a compulsory State 
scheme is no longer the guarantee of a subsistence income and 
the relief of poverty, but something more. It would be more than 
unkind to suggest that the Labour Party is accepting the second 
as the price of the first: that it now believes in inequality of 
incomes provided the State handles their distribution and can 
have access to extra-budgetary revenue. There are some curious 
statements about flat-rate benefits being appropriate to the 
first half of the twentieth century and graded benefits to the 
second half. However that may be, it would have been perfectly 
possible, and not illogical, to have combined proportional con- 
tributions with flat-rate benefits. 

The response of the other parties to the challenge of the 
Labour scheme has so far been disappointing. Presumably they 
can do little more than emphasize the continuing spread of 
occupational schemes and suggest means for facilitating them, 
making them transferable and generally encouraging voluntary 
and private provision as the desirable aim in a fully employed 
and free society; all of which is less exciting, if more sensible, 
than the “‘pie-in-the-sky’”’ atmosphere of the Labour Party 
document. The two most important contributions, up to the 
present, come from Mr. Enoch Powell, in a Conservative 
pamphlet The Future of the Welfare State, and from Mr. Arthur 
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Seldon in a pamphlet, generally liberal in flavour, published 
by the Institute of Economic Affairs and entitled Pensions in, 
Free Society. We may conclude by examining these contribution; 
and then drawing together, for better or worse, the present 
writer’s convictions on the whole subject of social security 
finance. 


Vv 


SOME ALTERNATIVE SOLUTIONS 


We begin with Mr. Arthur Seldon. He believes that State 
pensions, like other social services, “have a part to play ina 
developing society, but they should be abandoned as soon a 
we can dispense with them. We should use them as a crutch, to 
throw away as soon as we can walk.” In this faith, he propose 
a gradual transition from dependence to independence. In the 
case of pensions, he accepts that those who need them should 
be given more than at present, while those who do not should be 
given less, but without recourse to a means test. He is als 
against subsidizing pensions from general taxation. 

Accordingly, he proposes a tightening-up, by successive 
increases in contributions (whether flat-rate or proportional i 
not clear) and by regulating benefits according to income tax 
codes. In the case of health and education services he similarly 
suggests a gradual extension of the system of charges, again 
based on income tax codes. The resulting reliefs to the Exchequer 
would be put to tax reduction. The progress to independence 
would be further promoted by encouraging occupational, 
friendly society (including trade union) and personal pension 
schemes. Private saving would also receive encouragement as 
a result of tax reductions; people who chose not to save for 
their old age, like those who preferred higher wages to occu- 
pational pensions, must be assumed to know what they were 
doing and bear the consequences of their free choice. 

From a non-socialist point of view, Mr. Seldon’s principle 
are admirable. If his proposals were more detailed they would 
be a serious competitor, on paper, to the Labour Party scheme. 
In their outline form, they immediately raise two big difficulties 
First, it is impossible to say, without very careful investigation, 
whether income tax codes could in practice be used as a sort of 
means test technique. Secondly, it is unlikely that successive 
increases in contributions and charges would be politically 
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acceptable unless they were very closely linked with successive 
reductions in taxation—and reductions which those who paid 
the higher contributions and charges could see, understand and 
enjoy. One cannot help feeling that in the case of some services, 
particularly some health services, this is too much to hope for. 
All social services appear to be redistributive of income; there- 
fore you cannot undo them without appearing to reverse the 
redistribution; and it may be impossible to do the actual 
arithmetic, in either direction, or having done it, to put it 
across to those concerned. 

Mr. Enoch Powell’s attitude seems to be that the existing 
social services are, by and large, established and accepted, and 
that we should keep them in working order and leave them 
alone. He thinks that subsidies, means tests and discriminatory 
services are a thing of the past, and that universal provision 
should now be the rule, in particular for health and education 
services, pensions and other insurance benefits. He foresees 
that, whatever political party comes into power, “a universal 
retirement pension, at or somewhat above subsistence level, 
paid regardless of means’’ will be the only practical policy for 
many years to come. He rejects a means test policy, on the 
ground that far too few of the present generation of pensioners 
have means anywhere near subsistence level, and he dismisses 
the Labour plan on the ground that, even if Labour came to 
power, graduated pensions would not become significant for 
avery long time. He thinks that the insurance system is a mere 
facade in the case of pensions, but he concludes that “‘under 
almost any conceivable future system, we are going to have 
universal flat (or for a long time nearly flat) pension payments, 
financed from three sources: general taxation (the so-called 
Exchequer contributions and supplements), a tax on profits 
and sales (the so-called employer’s contribution), and a tax on 
earnings (the graduated or un-graduated employee’s con- 
tribution).”” 


* * * 


Mr. Powell may be right. Perhaps neither the Labour nor 
the liberal (for we must give Mr. Seldon a small 1) policy is 
likely to become effective during the lifetime of any government 
in the next twenty years. But this is no reason why we should 
not overhaul the financial structure, if necessary, in order to 
make the existing system, and possibly the alternative systems, 
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more meaningful to the average contributor and the average 
beneficiary. 

I believe that in present circumstances there is a strong 
case for a policy of deliberate adjustment in the direction 
of a social security tax. Dr. Abel Smith suggested this some 
years ago, in a Fabian pamphlet The Reform of Social Securiy, 
He has since moved on to higher things, but one senses in 
his section of the Labour Party pamphlet at least a hankering 
after an un-funded scheme, which is one aspect of a social 
security tax. 

A social security tax is a separate proportional tax on all 
incomes, sufficient to pay for all the benefits provided by the 
social services during the current year. Four arguments may 
be put forward in its favour. 

In the first place, the social security account is cleared 
each year. There is no problem of surpluses and deficits. There 
is no misunderstanding about a notional fund, as in the case of 
the present insurance scheme, and no scope for government 
manipulation of capital, as in the Labour Party scheme. A 
working balance might be carried over, but if it became too 
large or too small, the percentage tax could be lowered ot 
raised the following year. 

Secondly, such a tax overcomes the problem of flat-rate 
contributions which bedevils the present insurance scheme. 
Being a proportional tax, it has much more appearance of 
fairness than a regressive tax or progressive taxation. It is les 
likely to affect incentives to work and save than is the present 
combination of taxes and contributions. It does not imply 
proportional benefits; the poverty criterion may still be accepted 
for cash benefits and charges or means tests may still be applied, 
if desired, in any branch of the services. 

Thirdly, the tax is wholly and exclusively identified with 
the social services. The taxpayer knows what he is paying for 
and how much. It should be comparatively easy to transfer to 
the social security tax the psychological attitude to social 
insurance which is perhaps its only remaining advantage. 
People receive the benefits they have paid for, and they receive 
them because they have paid for them. We are said not to 
approve of ear-marked taxes in this country, but the case 
against them is generally based on the experience of the Road 
Fund. There is no likelihood that a social security tax would 
suffer the same fate. If benefits were not provided in the 
current year, the tax would be reduced. 
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Lastly, variations in tax are directly identified with changes 
in benefit. ‘The taxpayers can make a rational decision whether 
or not to provide higher pensions or lower family allowances 
at the price of half per cent. increases or decreases in the social 
security tax. At present, the links between taxation and benefit 
are far too tenuous to permit anything of the kind. Certainly, 
changes in the scope of the social services may become politically 
more difficult. But they are political decisions and the taxpayer 
can at least vote intelligently. 

In conclusion, we may link this proposal with some of the 
points made earlier in this article. We found that the social 
services as a whole redistributed about 12 per cent. of private 
income, and that the Guillebaud Committee made clear that, 
in the case of health services, the proportion of our resources, 
real or financial, absorbed by these services must be a political 
decision. Surely, it is important that these proportions should 
be plainly seen and easily understood, not only by statisticians 
and those who read government reports, but by those who, in 
a democracy, control the political decision. With a social 
security tax, the Chancellor proposes the percentage from time 
to time, and everyone knows what it means. 

We found, also, that there was a considerable amount of 
shifting, on grounds of expediency, from general taxation to 
insurance contributions and vice versa, in the finance of various 
services. This provides both an argument and an opportunity 
for the introduction of a social security tax, perhaps not all at 
once, perhaps shared between employers and employees, but in 
some degree a move in the direction of honesty and rationality. 

Lastly, if we want the social services to veer in Mr. Seldon’s 
direction, a social security tax will leave us in no doubt about 
the advantages, for each step will correspond to another slice 
off the tax. If we want the social services to veer in the direction 
of Professor Titmuss and Dr. Abel Smith, a social security tax 
will leave us in no doubt about the cost. If, with Mr. Powell, 
we hardly move at all, we shall at least know how much we are 
paying for the privilege of standing still. 


Walter Hagenbuch. 
Queens’ College, 
Cambridge. 
June, 1958. 
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The Arts and Public Patronage 
By Sir William Emrys Williams 


HE fine arts in Britain today are in a very sound state of 
"TL reatth not only in their quality of performance but als 

in the size and nature of the audiences they attract. The 
Royal Ballet has won a world-wide reputation within thirty 
years of its creation by Dame Ninette de Valois. At Coven 
Garden there has been established in the short space of eleven 
years our first national theatre of grand opera, an achievement 
especially distinguished by the prestige of its orchestra, which 
Kleiber used to say was the best opera orchestra in the world. 
The demolition of obsolete or disused play-houses is more than 
offset by the fact that some thirty provincial repertory theatre 
not engaged in the pursuit of commercial profit are maintaining 
high standards and attracting good houses. Art exhibitions 
have never been so popular: almost a quarter of a million people 
in four towns recently visited the Arts Council exhibition o 
open-air sculpture, and the Arts Council’s Van Gogh exhibition 
drew over 160,000 to the Tate within six weeks. 

This summary of current activities in the arts could be 
extended by many other examples: the popularity at home and 
abroad of the Old Vic; the successful adventures of Mr. George 
Devine and his English Stage Company at the Royal Cour 
Theatre; the resuscitation of that robust old favourite, the Carl 
Rosa; the growth, both in numbers and in public esteem, of the 
permanent symphony orchestras. Yet almost all these thriving 
and meritorious institutions—and a hundred more—would 
collapse forthwith if they were not receiving subsidies from 
public funds: partly from Parliament (through the Arts Council 
and partly from a number of Local Authorities. The total 
amount of support coming from both sources is at present little 
more than £1} millions a year, of which over four-fifths is pro- 
vided by the Arts Council. This amount, distributed among 
about 125 providing bodies, represents, so to speak, an annua 
levy upon the whole population of something less than 6d. pet 
head; and this insubstantial basis of public subsidy provides the 
bulk (and the best) of our professional opera, ballet, music 
drama, and visual art at the present time. 





Sir William Emrys Williams is Secretary-General of The Arts Council of Great Britaia 
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The fine arts are in a paradoxical situation. They attract 
very large, and increasingly knowledgeable, audiences; but 
they are also in a chronic state of incipient insolvency. This 
paradox is due, of course, to the fact that the arts cost more to 
provide than they take at the box office, a disparity which is by 
no means a recent phenomenon. Some of the arts, notably opera, 
ballet and symphony music, have never paid their way, and for 
centuries have relied largely upon the benevolence of those 
persons of wealth and taste whose pleasure it was to maintain 
them. Many of us still only in our early middle-age will recall 
those private patrons who did so much to develop music and 
drama in this country—Miss Horniman, Sir Barry Jackson, the 
Courtaulds, Beechams, Cunards . . . But private patrons grow 
fewer and poorer every year, and are represented today by 
such rare and devoted figures as Mr. John Christie of Glynde- 
bourne. Taxation, then, has reduced the ranks of private 
patronage to a mere handful of survivors, and it seems reason- 
able, therefore, to argue that some fraction of that taxation 
should be applied to maintaining those responsibilities which 
the private patron of the arts used to bear. This principle is, 
indeed, now in process of acceptance in Britain, even if the 
scale of its application remains meagre and tentative. Private 
patronage of music, drama and art is being supplanted by 
public patronage, by subsidies from rates and taxes. 


* * cd 


This kind of collective patronage is sometimes assumed to 
be a product of the Welfare State, but in this country it is 
already over a century old. As far back as 1854 the decision was 
taken, for example, that the provision of books for recreational 
reading was a right and proper charge upon the municipal 
rates, and the enactment of the Public Libraries Act has made 
it possible ever since for a minority section of the public (about 
a quarter of them) to enjoy the pleasures of reading without any 
direct payment whatever. Some public libraries, indeed, go a 
good deal further and provide music scores for rate-payers who 
like to play a musical instrument. The progress of public 
patronage in recent years has been spectacular in its scope. Art 
galleries, playing fields, swimming pools, bowling greens, music 
in the parks and the rest have been abundantly supplied for 
minority groups—to say nothing of an entire educational 
system; and these concessions having been so widely made it 
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would seem idle to deny the claim of the fine arts for some 
similar measure of support from public funds. In principle, the 
claim has, indeed, been officially recognized in two Parliament. 
ary decisions, and during the last ten years music, drama and 
opera have come on the books of public expenditure. 

The first of these decisions was the government’s creation 
of the Arts Council of Great Briiain to maintain and extend 
what had been accomplished during the war by C.E.MA 
(Council for the Encouragement of Music and the Arts). CEMA 
had been set up in December, 1939, by the then Board of 
Education, in partnership with the Pilgrim Trust, to prevent a 
black-out of the arts by providing concerts, play-tours, art 
exhibitions and the like for harassed and dispersed communities, 
It amply demonstrated the wide public interest in the arts, and 
its success led the government to develop its motives and 
methods through an independent body receiving a direct grant 
from the Treasury. 

The Arts Council is, however, not a government depart- 
ment, and bears no resemblance to a Ministry of Fine Arts. 
No minister lays down its policies or determines what grants it 
shall make. Constituted by Royal Charter, it is not composed 
on any basis of representation. Its members are not selected, 
as such, from Equity or the Royal Academy or the Orchestral 
Employers Association, although a member of such bodies 
would be perfectly eligible in his own right for nomination 
to the Council. The nominations are made, for a period of 
not more than five years, by the Chancellor of the Exchequer, 
who selects the sixteen members from persons with a particular 
knowledge of, or concern for, one of the arts. Supporting and 
advising the Arts Council is a system of specialist panels whose 
members, like those on the Council itself, receive no fees for 
their services. The Treasury grant in the Arts Council’s first 
year was £235,000. During the current year it is £1,100,000, 
an increase accounted for not only by the inflation of the past 
twelve years but by the progressive increase in the number of 
the Arts Council’s beneficiaries. The Arts Council’s specific 
functions and responsibilities will be considered later in this 
article. 

The other public decision that has led to the development 
of collective patronage in the arts was embodied in the Local 
Government Act of 1948, which authorized an expenditure by 
local authorities of up to a 6d. rate (44d. in Scotland) upon the 
provision of amenities which include music, repertory theatres, 
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arts festivals and similar activities. The extent to which these 

wers have been adopted shows a wide variation, and many 
small local authorities have shown greater zeal than certain of 
our major cities. The total annual contribution from local 
authorities to the development of the arts is not easy to assess, 
as no central statistics are available. Moreover, the assistance 
provided is often in kind and not in cash—reduced rents for 
premises or free municipal publicity for concerts. The cash 
contribution at present under the 1948 Act has not reached a 
total of £200,000 a year for the whole of Britain, a figure 
which is about one-eightieth of municipal expenditure upon 
public libraries. But if the municipal aid for music and drama is 
less substantial than many people had hoped it would have 
become by now, there are many encouraging portents to be 
observed. For instance, some eighty local authorities in Scotland 
have combined to furnish a subsidy of almost £40,000 a year 
for the Scottish National Orchestra, in sums varying from 
£20,000 from Glasgow to a few pounds from remote villages. 
A most admirable feature of this scheme is that so many of its 
participants are places too small to be able to receive the 
orchestra yet willing to accept the principle of collective 
responsibility for a national institution of the arts. A similar 
scheme among some 44 local authorities in Lancashire and 
Cheshire furnishes the Hallé and Royal Liverpool Philharmonic 
Orchestras with something like £20,000 a year between them. 
Birmingham, Liverpool, Glasgow and Edinburgh may be cited 
as cities which have set an example in municipal patronage, 
but the list of large cities which are tardy in following it is 
lamentably long. 

Although the Arts Council is the direct lineal descendant 
of the war-time CEMA its policy reveals certain fundamental 
differences. CEMA was an actual providing-body of the arts. 
Many of the companies which usually provided music and 
drama before 1939 went into cold storage during the war, and 
CEMA, therefore, was required to recruit musicians and actors 
and form them into touring units to take the arts round the 
country. When the war ended the providing bodies resumed 
their identities and activities, while certain theatres which 
CEMA had managed and occupied were now vested in new 
post-war managements. 

Since 1946 the Arts Council has divested itself almost 
entirely of any major direct provision of music and opera and 
drama, and the responsibility of conducting these enterprises 
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now devolves, and rightly, upon completely self-governin 
bodies, many of them assisted by grants from the Arts Council 
To that extent the Council is, in effect, a trust. The field jn 
which it continues to make direct provision is that of the 
visual arts, where no non-profit body exists to carry out the 
task of circulating throughout the country exhibitions of paint. 
ing and sculpture, and of mounting in London and the larger 
cities those international exhibitions which are nowadays such 
a feature of the calendar of the visual arts—Renoir, Monet, Van 
Gogh, Mexican Art, Braque, Henry Moore and the like. 


* * * 


In determining its obligations the Arts Council has to bear 
in mind several factors implicit in any system of State patronage, 
By its Royal Charter it is committed to “‘the purpose of develop. 
ing a greater knowledge, understanding and practice of the fine 
arts exclusively, and in particular to increase the accessibility 
of the fine arts . . . ” It is committed, therefore, to the dual 
doctrine of Raise and Spread—to raise standards and, at the 
same time, to diffuse the arts as widely as practicable. 

But in deciding what bodies to help, and how much to help 
them, the Arts Council has to begin from an even more basic 
consideration, and one, fortunately, about which there can be 
no ambiguity or argument. The only bodies it assists are those 
which, by constitution, are non-profit-distributing, and not a 
penny of its funds ends up in dividends—which is more than 
can be said of public subsidies in some other domains. With this 
over-all proviso in mind, what is the primary duty of such an 
instrument of patronage as the Arts Council? In pursuing the 
doctrine of Raise and Spread there is a very difficult balance of 
values to maintain. The Arts Council has, indeed, been charged 
with preferring the first injunction to the second, and with 
failing to accomplish the scale of diffusion which some people 
would like to see. 

There is a school of thought which would apply public 
patronage on the political principle of ‘‘fair shares’’. The Arts 
Council has rejected this illusory egalitarianism for reasons 
which will be examined in a moment. It has elected to 
accept, as its primary obligation, the duty of helping to main- 
tain a limited number of what may be called the national 
institutions of the arts, a small group of organizations where 
exemplary standards can be pursued and, possibly, attained. 
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This handful of bodies includes Covent Garden, the national 
theatre of opera and ballet, Sadlers Wells—our national equiva- 
lent of Continental Volksoper—and the Old Vic, the historic 
home of Shakesperian repertory. This trio of exemplary 
institutions is housed in the metropolis, and between them they 
absorb about half of the Arts Council grant-expenditure, thereby 
involving the Arts Council in the familiar contention that it 
favours the metropolis at the expense of the provinces. But a 
capital is a capital, the inevitable location for major institutions 
of all kinds, for Parliament, the National Gallery, the British 
Museum, Buckingham Palace and Westminster Abbey. And in 
any case the Arts Council must support these enterprises where 
it finds them. Thus, if any provincial city had possessed the zeal 
and determination to provide itself with an opera house, the 
Arts Council would feel obliged to support it. Manchester might 
have elected to be Milan, or Liverpool to be Hamburg. 

It is recognized by the Arts Council that exemplary 
institutions of the arts exist in the provinces, too; theatres and 
concert halls which, without being national or traditional homes 
of music or drama in the sense that Sadlers Wells or the Old Vic 
can be so considered, are nevertheless engaged in maintaining 
the highest standards of performance. Some of these, like the 
Stratford Memorial Theatre and Glyndebourne, happily need 
no subsidy. But others, such as the symphony orchestras based 
on Liverpool, Birmingham, Bournemouth, Manchester and 
Scotland, constitute major power-houses of artistic development 
which qualify for (and secure) the full assistance of the Arts 
Council. 

A corresponding effort is proceeding to establish for drama 
a similar group of strong-points of quality, and to this end the 
Arts Council has sought to build up strength at a limited number 
of provincial repertory theatres at such centres of population as 
Birmingham, Bristol, Coventry, Nottingham, Glasgow, North- 
ampton and Edinburgh. And, finally, this policy of sustaining 
standards is further revealed by the assistance which the Arts 
Council gives to a selected number of Arts Festivals, such as 
those mounted at Edinburgh, York, Leeds, Aldeburgh, Norwich, 
Cheltenham, Bath, King’s Lynn, Pitlochry, Swansea and 
Gloucester. 

__ The first duty imposed upon the Arts Council by its Charter 
is to assist the development of quality in the arts. The second is 
to make the arts more accessible to the public. In some quarters 
the latter obligation is construed as one which requires the Arts 
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Council to diffuse the arts on an extensive scale—indeed, tp 
perpetuate the war-time endeavours of CEMA. But the attemp, 
to diffuse the arts on a mobile system is qualified by many 
considerations: 


(a) the widespread lack of suitable premises, in small towns 
where music and drama can be adequately provided; 

(b) the limited amount of talent available—i.e. actor, 
singers, musicians, dancers—to sustain touring com. 
panies of any quality; 


(c) the paucity, over large areas of Britain, of audience 
sufficient to form a quorum for visiting professional 
performances ; 

(d) the exorbitant cost of widespread diffusion to small 
audiences. 


The Arts Council for many years patiently maintained it 
effort to diffuse the arts geographically. It recruited travelling 
companies which performed one-night stands in improvised 
premises. The results were artistically lamentable, and could 
have done nothing to enhance public appreciation of drama. 
And, finally, the cost of these mobile operations was so high 
that the Arts Council could have spent its entire income several 
times over in this ill-advised effort to comply with the spurious 
doctrine of fair shares. The diffusion of mediocrity is nota 
function of public patronage. It must be remembered, more- 
over, that in the last few decades there have been developed 
certain institutions admirably fitted to the task of widespread 
diffusion. The first, evidently, is radio, both in sound and vision; 
the second is the extensive and flourishing amateur movement 
in the performance of the arts organized by such bodies as the 
British Drama League and the National Federation of Music 
Societies. These are the media whereby those who live beyond 
the large centres of population must derive the bulk of their 
experience and enjoyment of music and drama. 

Making the arts more accessible to the public does not 
necessarily involve making them mobile. Theatres on wheels 
are an expensive makeshift; but audiences on wheels give better 
value both in economic and artistic terms. For some time now 
the Arts Council has been providing provincial theatres with 
bus-subsidies which enable them to bring in coach parties from 
villages and small towns to see productions of quality at such 
places as Northampton, Lincoln and Chesterfield; and this 
interpretation of its Charter is undoubtedly providing the arts 
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at a higher level and a lower cost to the dispersed audience than 
would be possible by any system of conventional diffusion. 


* * * 


In considering any pattern of public patronage one is bound 
to meditate a good deal on the scale of its application. How 
much, in fact, should public funds be used to subsidize the price 
of a seat in the opera house or the concert hall? Even the Soviet 
Union has not yet accepted a policy of free admission to 
theatres. In Britain, the most heavily subsidized institution of 
the arts is Covent Garden. Roughly speaking, £1,000 is provided 
by the Arts Council every time the curtain goes up at Covent 
Garden. Yet on each such occasion the audience, on the average, 
contributes a further £1,500 towards the cost of the performance. 
Costs at Covent Garden are, indeed, heavy. There is an orchestra 
of 88 players, on annual contract, earning (and, indeed, 
deserving) an annual sum of about £110,000. On a single 
evening there may be 200 men and women participating in a 
performance, to say nothing of a strong force of front-of-the- 
house and stage staff. Symphony orchestras, again, are costly 
institutions to maintain. It has been computed that a concert 
put on by a good orchestra (of 70—75 players) in a well-filled 
hall involves an expenditure of around 6/6d. per average seat, 
and that, in fact, the audience contributes something of the 
average order of 5/— per seat. These are the margins of need 
which the Arts Council and some local authorities are at present 
providing for. Are they reasonable, or are they too big? 

The Arts Council is constantly prodding promoters to see 
that prices of admission do not lag too far behind the constantly 
rising costs of production. In its last annual report it stated its 
views on this matter very clearly: 


Whether admission charges are being raised enough to keep 
pace with rising costs is a matter for argument; yet where they are 
being increased consumer-resistance is not fulfilling the woeful pre- 
dictions of the more timorous theatre and concert promoters. This 
aspect of administering the arts needs constant watching. Some 
theatres have flinched year after year from asking more at the door, and 
when at long last price-increases became a desperate remedy they had 
to be of such a dimension as to scare away a section of a public too long 
accustomed to too cheap a seat. In a period of inflation, particularly, 
price increases must operate like a creeping barrage; they must be 
periodic and gradual, and they can therefore be small in amount. An 
annual sixpenny increase on a basic price of five shillings is a wiser 
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policy than a sudden panic-increase, after several years of doubt and 
hesitation, from five shillings to seven-and-six. The one unmistakable 
element in the price-factor is the public willingness to pay more for 
the best than for the second-best, which in itself is a potent argument 
for maintaining the arts of this country at a high level of selective 
performance and, therefore, on a scale limited by the quantity of 
excellence we possess among our musicians and actors and singers 
and dancers. 


a * * 


Onze of the handicaps which afflict the many devoted and 
assiduous bodies now trying to provide the arts is that they have 
not got a penny-piece of capital or endowment behind them. If 
they were truly State institutions, this factor would have no 
significance, but our national institutions of the arts enjoy no 
such financial security. On the contrary, Covent Garden, in fact, 
is the tenant of the Ministry of Works, and has to find something 
like £60,000 a year to pay its rent and cost of maintenance to 
the Ministry. There are those who think that Lord Keynes, the 
first chairman of the Arts Council and the leading spirit in 
making Covent Garden a national theatre, was too sanguine, if 
not downright imprudent, in allowing that enterprise to be 
launched with such a total absence of safeguards for its future. 
A national theatre burdened, as Covent Garden is today, with 
an accumulated and unsecured deficit of over £150,000 seems a 
poor expression of public responsibility for the arts. The lack of 
capital among the providing bodies of the arts also means that 
they have no protection against all the hazards which can befall 
a box-office—such as an epidemic, a bus strike, a bad winter or 
a general election; and the presence of these risks imposes a 
constant and wearisome burden upon the governing bodies of 
these institutions and upon an Arts Council lacking any reserves 
to cope with such emergencies. No business firm would tolerate 
the conditions of insecurity under which our national institutions 
of the arts are required to operate today. 

Public patronage of the arts is a relatively new principle in 
this country, and the results secured from it in a dozen years 
are far from discouraging. It takes time for a principle of this 
kind to establish itself on an adequate scale of public confidence 
and at a proper level of public expenditure. But it may also be 
contended that, having survived the ordeal by trial and error, 
this principle of public patronage should be more adequately 
sustained in monetary terms than it is at present. The fact of the 
matter is that the existing scale of our collective patronage is 
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wholly inadequate for the tasks it is being expected to fulfil. We 
are spending, roughly, £14 millions a year on maintaining the 
fine arts. We devote nearly 500 times that amount to our public 
education system, a system which aims at fitting children for 
leisure as well as employment. A substantial portion of the £610 
millions expended on schooling in this country is applied to 
giving our children an introduction to music, painting, litera- 
ture and dancing. It would be no exaggeration to say that, in 
our primary schools, most of the expenditure goes on aesthetic 
training in the broadest sense; and it would be reasonable to 
say that, at the very least, something like £75 millions of the 
over-all expenditure on schooling is consumed in developing 
among children some knowledge and feeling for the arts. On 
that account alone, it may be argued, we should allocate more 
money than we do to ensure them an adequate provision in 
later life of those arts for which they are given some appetite in 
school. 

We continue, again, to nurture their taste for reading by 
supplying, through the public library system, a service which at 
present costs £16 millions a year. Only a minority of our citizens 
use the public libraries, and many of those habitual users read 
books for entertainment rather than enlightenment. Neverthe- 
less, the country has accepted the principle that the cost of their 
reading should be borne on the rates. The maintenance of art 
galleries and museums takes nearly another £3 millions of public 
money, apart from the endowments and private subscriptions 
which some of them still possess. These expenditures, which can 
all be well justified, reveal a startling disparity with the £1} mil- 
lions expended annually by the Arts Council and local authorities 
on the public patronage of opera, ballet, music, drama and tour- 
ing art exhibitions. The scale is all wrong. In proportion to an 
expenditure on the public education system, public libraries, 
art galleries and museums of some £630 millions a year, a proper 
matching figure of, say, half of 1 per cent. on the provision 
of the arts would transform the whole situation. Under three 
million pounds a year would adequately finance not only 
the range of enterprises which the Arts Council and the local 
authorities assist—and which, because of wage increases, will 
cost much more this year than last—but would also provide 
the money for the long-term rehousing of the arts, for equipping 
the country with the modest number of new or renovated 
theatres and concert halls it so desperately needs. 


* * * 
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developing the new patronage. What about industry, for 
example? Industrial and commercial patronage of the arts, in 
fact, exists in this country on a scale surprisingly large in view 
of the limitations imposed by tax legislation. Several firms, for 
instance, are contributing to the experimental work of the 
English Stage Company and to Glyndebourne, partly, one 
understands, because they are able, very reasonably, to classify 
their contributions as a charge for prestige advertising, and 
partly because they are able to carry their shareholders with 
them even when their donations are subject to tax. This per. 
sistence of so many firms in assisting the arts, despite the dis. 
couragements they face from the tax collector, is an admirable 
manifestation of public responsibility on their part; and this 
trickle of industrial patronage could become a_ powerful 
tributary if the government would follow American example 
by permitting such benefactions to be tax-deductible. 

Various other methods and devices have been proposed 
for augmenting direct patronage from public funds. I have 
myself propounded the argument that broadcasting, both in 
sound and vision, might contribute something to the replenish- 
ment of those arts which it so voraciously consumes in its 
programmes. Without a living theatre or without a body of 
orchestral players, opera singers or ballet-dancers, wireless 
would suffer a great diminution of its product, yet this vast 
business of diffusion bears none of the burden of maintaining 
and renewing those living institutions on which it so much 
depends. Why should not some small fraction of licence fees 
be put into a pool of replenishment to be shared among the non- 
profit-distributing bodies engaged in maintaining the living arts 
at the source i.e. in the concert hall, the theatre and the opera 
house? 

Canada has recently set up the Canada Council, an 
organization closely resembling the Arts Council, and instead 
of financing its work by annual grants from Parliament has 
provided it with an endowment fund which already yields $2 
millions a year for tasks similar to those which the Arts Council 
fulfils in this country. This method has many advantages over 
ours, including in particular the scope it provides for long-term 
planning. 


Anyone whose business it is to concern himself with the | 
present chronic economic insecurity of the arts is bound to 
consider whether, apart from the aid which comes from central [7 
or local government, there are other feasible methods for | 
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Whatever opinions we may hold about the adequacy or the 
insufficiency of public patronage in Britain, we are bound to 
admit that our expenditure is the lowest among civilized 
nations. In Germany one city alone, Hamburg, spends as much 
on its municipal opera house as we spend upon our national 
theatre at Covent Garden. In Britain there does not exist—even 
in the capital—a single municipal opera of any kind. Since the 
war, Germany has built or rebuilt opera houses and concert 
halls in Berlin, Cologne, Munich, Hanover, Hamburg, Dussel- 
dorf, Wuppertal, Mannheim, Munster, Stuttgart and many 
other places. Our only new post-war homes of art are the Royal 
Festival Hall and the municipal theatre recently opened at 
Coventry. France, Italy, Sweden, Denmark, Holland, Belgium 
all nourish their fine arts more abundantly than we do. It is 
time to build from our present strength. In its progress report 
on its first ten years of existence the Arts Council summed up 
the situation in these words: 


We have an abundance of actors, sculptors, musicians, producers, 
painters, dancers. Our national talent is prolific and promising. More 
than that, there has been built up in Britain a large and devoted 
audience for the enjoyment of the serious pleasures of music and opera 
and drama. This audience is willing at present to pay about two-thirds 
of the cost of it all, and they ought to be willing to pay more, for 
audiences, like Governments and Local Authorities, have still to adjust 
themselves to a more realistic scale of patronage in current economic 
circumstances. Their readiness to make this adjustment, however, will 
depend, above all, on whether their judgment persuades them that the 
fine arts are being offered them at a high level of performance. They 
will be more willing to pay more for the best than for the second-best; 
and, therefore, in the end, the most effective incentive to persuade 
audiences to augment their present box-office support will be to provide 
them increasingly with the best. It is to this end that the collective 
patronage of government and civic funds should now address itself. If 
public patronage will underwrite high standards of performance, in the 
institutions now in being, then all the present evidence suggests that the 
audiences created since 1946 could be doubled in 10 years. On the 
basis of the interim dividend of the last decade it would be good public 
policy to invest more in the fine arts forthwith. 


W. E. Williams. 


London. 
April, 1958. 















The Terms of Trade 


By A. C. L. Day 


NE does not need a very high degree of economic 

sophistication to be aware of the importance of the terms 

of trade to countries which are heavily dependent on 
foreign trade. Countries such as Britain, most of the other 
Western European countries and the majority of the under. 
developed countries of the world are all sharply affected by 
changes in their terms of trade. These influences are most 
serious in the case of primary-producing countries, which may 
earn half or even more of their total national income from the 
export of one or two commodities subject to violent fluctuations 
in their prices on world markets. Even in manufacturing 
countries, where dependence on foreign trade and the sharpness 
of terms of trade fluctuations are both generally less marked, the 
effects of these changes in the ratio between import and export 
prices are extremely important. 


BRITISH EXPERIENCE SINCE 1938 


A case in point is the economic history of the United 
Kingdom since 1938. This period can conveniently be split into 
two parts: the war and post-war reconstruction period, from 
1938 to 1950, and the subsequent years, up to 1956. In each of 
these two periods the country’s gross national product rose by 
a similar amount: in round figures, by about £2,000 millions 
measured at 1948 prices. The great difference between the two 
periods is that the first saw a serious deterioration in the terms 
of trade, as a result of much steeper rises in import prices than 
in those of our exports. On the other hand, the terms of trade in 
1956 were much the same as in 1950, so that no bigger volume 
of exports was needed to buy a given volume of imports. This 
alone goes a long way towards explaining the much greater ease 
and freedom of our economy in the ’fifties compared with the 
*forties. And the shift in the terms of trade was by no means the 





Mr. Day is Reader in Economics in the University of London. 
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only problem in the early post-war years. In addition, we had to 
allow for the fact that in 1938 our balance of payments had been 
in deficit and that war-time losses of overseas income had caused 
further pressure on the balance. We therefore did two things to 
ofiset this loss of income and to establish a surplus on the balance 
of payments. We reduced the volume of imports to a level well 
below pre-war, and we increased exports by an amount con- 
siderably greater than would have been necessary merely to 
offset the terms of trade deterioration. In total, all these changes 
meant that the British economy had to forgo £1,100 millions of 
resources, either in the form of additional exports or reduced 
imports. 

It is impossible to separate completely the effects of the 
terms of trade deterioration and the need to improve the balance 
of payments; they were quite intimately linked. The terms of 
trade deterioration largely occurred because we were compelled 
to accept lower prices for our exports relatively to our imports, 
in order that our exports should be sufficiently competitive to 
fill the yawning gap that would otherwise have appeared in our 
balance of payments. And as we have seen, the deterioration in 
the terms of trade itself caused pressure on the balance of pay- 
ments. The important thing is that the two elements taken 
together meant that external needs absorbed an amount equal 
to over half of the additional resources being produced by the 
British economy in 1950 compared with 1938. Correspondingly, 
less than half of the increase was available at home. 

On the other hand, comparing the two years 1950 and 
1956, there was some worsening in the balance of payments. ‘To 
make such a comparison is, however, rather unfair to the trend 
of events, and it is probably more reasonable to say that the 
balance of payments around 1956 was showing a surplus similar 
to that of 1950. Moreover, it has already been seen that the 
terms of trade were much the same in the two years. External 
needs did not, therefore, take any of the £2,000 millions additional 
resources coming forward over this period—all of this amount 
was available at home. 

The consequences of the difference between the experience 
in the two periods are obvious. More than twice as large an 
increase in resources was available for investment at home, for 
the consumer and for the government, in the six years 1950-56 
as during the twelve years 1938-50. Hence the investment boom 
mn the rise in consumer expenditure during the nineteen- 

tes. 











THE WORLD PICTURE 


Although the adverse movement in Britain’s terms of trade 
over the war and immediate post-war periods was closely 
associated with her need to make and keep her exports sufficiently 
competitive, this is only a part of the story. The other major 
cause was the world-wide swing in the terms of trade between 
the broad groups of manufacturing countries and of primary 
producers. Arthur Lewis’s calculations give a fair indication of 
the change involved. While his index of prices of manufactured 
exports rose from 122 in 1938 to 206 in 1950 (base 1913=100, 
prices in dollars) his index of prices of primary product exports 
rose from 91 in 1938 to 210 in 1950. Correspondingly, the terms 
of trade of the manufacturing countries with the primary 
producers fell from 134 to 98. In other words, a given volume of 
manufactures would in 1950 buy less than three-quarters the 
volume of primary products it would buy in 1938. 

A good deal of this sharp change is quite easy to under 
stand. For purely technical reasons, it takes quite a long time to 
change the level of output of most primary products, when there 
is a change in demand. Consequently, demand changes affecting 
the world market for primary products mainly show themselves 
at first as changes in price. The high level of demand associ- 
ated with the boom of the war and post-war years therefore 
inevitably led to a period of abnormally high primary product 
prices. This was all greatly intensified for a short time by 
the abnormal demands for primary products, particularly 
for stockpiling in the United States, which arose during the 
Korean War. 

At that time, there were a good many economists who 
believed that this movement in the terms of trade in favour of 
the primary-producing countries was going to be a continuing 
feature of the world economy. Plausible reasons were brought 
forward to support this view, such as the strong desire for 
industrialization and for higher living standards in many under- 
developed countries, with the consequential reduction in supplies 
of agricultural exports and demand for manufactured imports. 
Again, the isolation of important East European primary 
producing countries from the economy of the western world also 
seemed likely to lead to a persistent shortage of primary 
products. In the event, these predictions seem to have gone 
sadly astray. G. K. Chesterton, in The Napoleon of Notting Hill 
called his first chapter “Introductory Remarks on the Art of 
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Prophecy” and argued that:— 


Just as when we see a pig in a litter larger than the other pigs, we know 
that by an unalterable law of the Inscrutable it will some day be larger 
than an elephant—just as we know, when we see weeds and dandelions 
growing more and more thickly in a garden, that they must, in spite of 
all our efforts, grow taller than the chimney-pots and swallow the house 
from sight, so we know and reverently acknowledge, that when any 
power in human politics has shown for any period of time any con- 
siderable activity, it will go on until it reaches to the sky. 


Economists who try to predict the future of the terms of trade 
between industrial and agricultural products seem to be in 
particular danger of falling into the trap of forecasting that 
whatever kind of plant happens to be growing at the moment 
will continue growing until it reaches the sky. 

The fact is, however, that there is a great deal of automatic 
selfcorrection in this part of the economic system—albeit a 
self-correction which is slow and jerky in its operation. If primary 
product prices get too high, then manufacturers develop 
synthetic substitutes or processes which use less materials and 
more of other factors of production, and market demand tends 
to switch towards more highly fabricated products with a 
smaller material content. Again, if primary product prices are 
high enough, governments and businessmen in under-developed 
countries will find good reason to put less of their investment 
funds into industry and more into primary production. 

All of these kinds of reaction are quite easily identifiable in 
the post-war world. The unfortunate thing is that they come 
about very slowly, so that additional supplies may still be coming 
forward now in reaction to the high prices of several years ago. 
This is another force leading towards quite sharp fluctuations 
in the relative prices of industrial and primary products, which 
is superimposed on the other force causing such fluctuations at 
which we have already glanced: namely the effects of fluctua- 
tions in industrial activity combined with the short-period 
inelasticity in the supply of most primary products. Since the 
two kinds of fluctuation may sometimes reinforce and sometimes 
offset one another, it is a brave man who places very much con- 
fidence in predictions of the agricultural-industrial terms of 
trade for more than a very short time ahead. 


PRICE MOVEMENTS SINCE KOREA 


All the same, it is probably worth making guesses for as 
much as one or two years ahead. Beyond that, predictions are 











34 


probably very little use. In fact, it is salutary to remind people 
who would like to make predictions for a decade or two ahead 
that we really have very little in the way of accurate knowledge 
of how these terms of trade have varied in the past. Some 
observers (notably Gunnar Myrdal and Raoul Prebisch) 
suggest that there has been for approaching a century a persis. 
tent tendency for the terms of trade to move against primary 
producers. Others (notably Charles Kindleberger) can find no 
appreciable trend. Without a great deal of detailed statistical 
investigation, some of which might well prove impossible, one 
could not come down firmly in a decision about which of these 
views is nearer the truth. It is, however, noteworthy that no-one 
suggests that the last seventy or so years have seen a marked 
swing in favour of the primary producers—so perhaps a reason- 
able balance might be to say that there is some reason to believe 
that at best the primary producers have held their own and that 
they may well have lost relatively to manufacturers. Even this 
is perhaps too conclusive in appearance—there are such 
immense statistical snags in any such comparisons. Certainly, 
past experience of long-run trends is so inconclusive as to give 
no guidance to the future. 

In the attempt to use a statistical survey of past events to 
give an indication of what is likely to happen, we must therefore 
consider a much shorter time-scale and look at events in more 
detail. The best source for looking at the last few years as a 
whole is provided by the United Nations indices of export prices 
by regions and of the prices of commodities in international 
trade; the latter indices are weighted in accordance with 
the relative importance of the various commodities in world 
trade and (unlike most of the other indices) do not give an 
exaggerated importance to commodities with relatively volatile 
prices. 

The indices show clearly the deterioration that has taken 
place in the terms of trade of most primary producers since 
1951—at first sharply, because of the collapse in commodity 
prices after the Korean boom, then more slowly, because of the 
upward creep in prices of manufactures at a time when the 
general level of commodity prices has shown no clear trend. In 
this context, it is interesting to speculate about what would have 
happened if the manufacturing countries had managed to keep 
their prices stable; presumably, the forces causing this terms of 
trade shift would still have operated and commodity prices 
would have shown a marked downward trend. 
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The tables also show the differing fortunes of different 
kinds of country. The Middle East has done well, largely because 
of the strength of oil prices; Latin America has suffered much 
less than one might have guessed; the real sufferers compared 
with 1951, or with 1953, have been the countries of the Far 
East, while the African and Australasian countries of the 
sterling area have been in a rather intermediate position. On a 


35 





TABLE I 
Export Prices Indices by Regions 
































(1953= 100) 

1951 1952 1953 1954 1955 1956 1957 

Free world 108 105 100 99 99 101 104 
North America 100 101 100 98 100 103 107 
Latin America , 107 102 100 107 98 98 100* 
Continental W. Europe 106 109 100 97 98 101 105 
Sterling Area ‘as 113 104 100 99 100 100 102* 
U.K., Ireland, Iceland 96 102 100 99 100 103 106 
Middle East sa 104 100 100 101 103 105 109* 
Far East .. 143 116 100 102 99 95 96* 
Other Sterling 126 104 100 98 98 96 97* 
Other Middle East 121 114 100 107 106 110 114* 
Other Far East 127 108 100 94 94 94 95* 

* First three quarters. 
Source: United Nations. 
TABLE II 
Commodity Price Indices in World Trade 
(1953= 100) 

1952 1953 1954 1955 1956 1957 

Manufactures 104 100 98 100 103 107 
Primary products 105 100 104 101 102 104 
Food: ae 101 100 108 99 99 100 
Coffee, tea, cocoa 94 100 141 107 107 102 
Other food : 103 100 95 95 96 99 
Other agricultural: 110 100 100 102 101 102 
Fats and oils 100 100 96 89 98 95 
Wool .. 87 100 96 85 87 97 
Others. . 120 100 102 111 106 105 
Minerals: a 108 100 99 102 110 115 
of which metal ores 114 100 95 104 112 110 























Source: United Nations. 
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commodity by commodity basis, the remarkable features have 
been the strength until 1957 of minerals (mainly oil and metal 
ores), of beverages and of the miscellaneous non-food agricul. 
tural group, largely consisting of textile fibres other than wool, 

It is against this background that the sharp falls in prices 
in the last year should be seen. Here a reasonable indicator of 
price changes is provided by the average value of United 
Kingdom imports of the various classes of commodity. Com. 
paring the first quarter of 1958 with the corresponding period of 
1957, when the average fall in import prices was about 10 per 
cent., the average price paid for three major commodities fell by 
between 20 per cent. and 30 per cent.: they are sugar, crude 
fertilizer and non-ferrous metals. Five major groups fell between 
10 and 20 per cent., namely dairy products, cereals, oil-seeds, 
rubber and wool. Another five fell by between 5 and 10 per 
cent., namely meat, coffee, cotton, other fibres and animal fats, 
Other beverages (cocoa and tea), wood and pulp fell by les 
than 5 per cent. and these falls may well be accounted for 
largely by falling shipping freight rates, which were also a 
substantial element in all the other falls described. Clearly, the 
use of the first quarter of 1957 as a base period is likely to 
exaggerate the real magnitudes of the falls in prices, because at 
that time the Suez Canal was blocked and many commodity 
prices, as well as shipping freight rates, were consequently 
abnormally high. Lastly, there were rises in a certain number of 
prices paid for imported materials, notably tobacco, hides and 
leather. 

The widely varying experiences of different commodities 
shows how dangerous it is to try to predict the future of commod- 
ity prices in general. Perhaps a fair summary is to say that, while 
commodity prices have taken some hard knocks, and many of 
them have received a great deal of publicity, the outlook is not 
too discouraging for most commodity prices, so long as the 
American recession is not intensified and provided it does not 
last too long. If the commodity markets as a whole were in a 
hopelessly weak state, it could have been expected that they 
would all have taken much harder knocks already as a result of 
the recession. The world will probably have to adjust to the 
present kind of relationship between primary product prices and 
prices of manufactures, until recovery is clearly well under way 
in the United States; but there are fewer indications than one 
might think of any general collapse in prices—though there may 
still be dramatic happenings in store for individual commodities. 
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SOME GENERAL PRINCIPLES 


The important questions that remain, after this statistical 
investigation and the attempt to guess what movements are 
likely in the terms of trade in the next year or two, are questions 
of economic theory. What must now be done is to consider the 
effects of changes in the terms of trade on a country’s economy. 
In doing this, the circle of the argument of this article will be 
closed, because the basic proposition is the one lying behind the 
discussion of the changes in Britain’s position since 1938: the 
fact that adverse terms of trade are a real burden on a country 
and reduce its real income. In just the same way, it is burden- 
some for an individual to have unfavourable personal terms of 
trade: for the prices of the things he buys to be high, relatively 
to the prices of the things he sells. 

This commonsense point admittedly needs some qualifica- 
tion, but the qualifications are that and no more. Too often, in 
discussion of the desirability or otherwise of changes in the terms 
of trade, the basic point is overlooked that (at least from a 
selfish point of view) it is best to buy cheaply and sell dear. Much 
ofsuch discussion must leave the reader with the impression that 
all changes are bad: if the terms of trade improve we lose export 
markets through the impoverishment of our customers; if they 
deteriorate, we lose because we have to pay more for our 
imports. Clearly, there would be something very odd in a 
situation that got worse whichever way you moved and where- 
ever you started. 

The first problems to deal with, in disentangling this con- 
fusion, arise from the fact that in practice we are always in a 
changing situation. The world is dynamic, and it is therefore 
hard to think in practical terms of the comparison between one 
situation, in which the terms of trade are established at one level 
and everything else in the world economy is adjusted to that 
level, and another situation, in which the terms of trade are at 
another level and everything is adjusted to that. In practice, we 
never can compare two static situations in this way; but to 
clarify the problems it is helpful to think in that way, which 
means trying to isolate dynamic questions from questions of the 
comparison of two possible static positions. 

One dynamic effect is now a commonplace. This arises from 
the long time-delay before many countries (in particular 
primary-producing countries) react to a fall in their export 
earnings by reducing their imports (whether the reduction is 
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by market mechanisms or by government action). For a time, 
the tendency is to maintain the old volume of imports, at the 
expense of reductions in their exchange reserves, as was the 
case in the outer sterling area in 1951-2 and 1957-8. Sub- 
sequently, it is likely to be considered desirable to rebuild 
reserves again to a satisfactory level, which may be possible 
only by particularly sharp cuts in imports. For a time, imports 
by the countries which have suffered an adverse shift i in the 
terms of trade may therefore have to be reduced below the new 
equilibrium level. 

This is only a particular example of the general rule that a 
terms of trade change is an important disturbance to the 
economy, and it takes some time and difficulty to adjust to such 
a disturbance. Perhaps one of the reasons for the tendency 
always to see the worse side of any terms of trade change is 
simply that any disturbance is a nuisance. Economic adminis- 
trators, like most other people, would find life easier if there 
were fewer disturbances always coming along. 

A special form of the fear of disturbance is becoming 
particularly fashionable at the moment, largely as a result of an 
analogy which is drawn with conditions in the late ’twenties. It 
is commonly feared that sharp falls in commodity prices and a 
consequential deterioration in the terms of trade of the primary- 
producing countries will lead to a progressive decline in the 
total level of expenditure in the world and thus lead us into a 
serious slump, both in the primary-producing and in the manuv- 
facturing countries. 

It is almost certainly true that the shift in the terms of 
trade against primary products which took place in the later 
twenties, even before the onset of the slump in manufacturing 
output, was itself a major cause of the Great Depression. But it 
does not follow that the same thing must happen again today— 
or is even likely. In the ’twenties, the importance of maintaining 
total expenditure as a means of maintaining the level of activity 
was not at all fully realized. Now it is well understood—at times, 
a little too well. 

The consequence of a shift in the terms of trade against the 
primary producers is that their potential spending power 1s 
reduced—but that the potential spending power of the manu- 
facturing countries is correspondingly increased. In the ’twenties, 
there was little or no conscious mechanism by which this increase 
in the potential spending power of the manufacturers could be 
taken up: hence the spiral of recession. Today, governments in 
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most manufacturing countries know perfectly well how to take 
up any undesired slack that may show itself. 

There is, therefore, no more danger that a collapse in 
primary product prices must inevitably lead to a spiral of 
deflation and unemployment than there is from any other 
sudden decline in spending, whether it comes from a drop in 
defence expenditure, a fall in investment or a rise in consumer 
saving. None of these things is easy to deal with; all are likely to 
lead to temporary and perhaps unpleasant disturbances; but 
there is no reason, short of complete stupidity, why any of them 
should lead to an uncontrolled collapse into serious recession. 

All the same, in spite of these rather consoling arguments, 
there are perfectly good reasons why violent fluctuations in the 
terms of trade between manufactures and primary products 
should not be viewed with equanimity. One is the obvious fact, 
already noted, that unnecessary disturbances are undesirable— 
the more so where production plans have to be made a long way 
ahead and then cannot easily be modified (as is the case with 
most primary products). It is probably reasonable to consider 
that the production plans of primary producers are geared to 
a steady rise in manufacturing output. If that rise is in fact not 
steady, the disequilibrium is very largely absorbed by terms of 
trade fluctuations whose main impact (whichever way the 
change goes) is felt by the primary producers, because they are 
the more specialized and usually the more dependent on foreign 
trade. 

This seriousness of the impact of fluctuations on the primary 
producers, especially when combined with their understandable 
enough prejudice that the “fair” price for their products is at 
least the peak level they have enjoyed in the past, goes a long 
way towards explaining the desire for autarky in many primary- 
producing countries. The strength of this desire is, of course, 
influenced by the current level of the terms of trade—autarky 
seems much less attractive if export prices are high. But it is also 
influenced by experience of fluctuations; in an unstable world, 
there is a good deal of basis for the argument that it is dangerous 
for primary producers to have all their eggs in one basket. By 
allowing unnecessary fluctuations in primary product prices, the 
industrial countries probably help maintain the average level of 
the terms of trade more unfavourable to themselves than it 
otherwise would be, because instability makes the primary- 
producing countries less willing to produce and export primary 
products. 





COLLECTIVE v. NATIONAL INTERESTS 


Up to this point, the arguments about the terms of trade 
have been expressed purely in terms of selfish economic 
interests, and in general in terms of the economic interests of the 
manufacturing countries. Behind these there lie broader 
questions, both of political self-interest and of philanthropic 
interest. These broader interests often coincide, and run counter 
to the more immediate economic interests. Primary-producing 
countries are, generally speaking, poor and under-developed 
and are in many cases “uncommitted” politically. All this goes 
to suggest that there may be good reason for the advanced 
manufacturing countries deliberately to tolerate worse terms of 
trade than they might be able to achieve. But too much should 
not be placed on these arguments. For example, if commodity 
stabilization schemes are encouraged, in order to maintain 
primary product prices at more than equilibrium levels, the 
long-run effect may be to encourage over-production and a 
collapse of the market. Again, it is easy to be naive about the 
effects of high primary product prices in helping finance 
development in the poorer countries. Only the quite small 
proportion of the higher incomes which is either saved or paid 
in taxes would be available to help finance additional develop- 
ment. 

Two further, and very important, qualifications must now 
be made to the statement that it is in the interests of a country to 
sell dear and to buy cheaply—in other words, to have favourable 
terms of trade. From this point on, the argument will mainly be 
concerned with the terms of trade of an individual country 
(such as the United Kingdom) rather than with the group of 
manufacturing countries, taken as a whole. 

One of these qualifications is the obvious point that it is 
no use having favourable terms of trade if your export prices are 
so high that you cannot sell sufficient exports to buy the imports 
you require. The balance of payments must balance—at least 
over a period of time and after allowing for long-term capital 
movements. As a general rule, which has far fewer exceptions 
than the theoretical literature of the subject might suggest, a 
country which is running a persistent balance of payments 
deficit will find that any action it takes to increase its competi- 
tiveness in world markets (such as exchange depreciation or 
internal policies designed to keep its prices down) will cause a 
deterioration in its terms of trade. 
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There are only two important exceptions to this rule. One 
is that the country can reduce its level of economic activity; the 
other is that it can impose import controls. These two possibilities 
provide the second of the two important qualifications to the 
statement that, if other things are equal, it is in a country’s 
interests to have favourable terms of trade. By accepting a high 
level of unemployment or by imposing controls a country can 
restrict the volume of imports its citizens can buy below the level 
that would apply on free markets at full employment; it can in 
this way improve the balance of payments consistent with given 
terms of trade, or alternatively maintain its balance of payments 
as it was and improve its terms of trade. But there are limits to 
this process; internal political opposition is likely to be aroused 
by excessive unemployment; and as for import controls, they can 
be pushed too far even from the point of view of narrow self- 
interest, and within these limits they may invite retaliation. 
Whether controls should ever be used is very largely a matter of 
basic political philosophy. The important thing here is that it is 
often open to a country to choose between a liberalism in its 
external economic policy together with rather more adverse 
terms of trade, and greater restrictionism and more favourable 
terms of trade. 


PRESENT SITUATION OF THE U.K. 


Having made these points, it is now possible to proceed on 
the assumptions that a country makes a political decision about 
the level of activity it considers desirable and about the degree 
of liberalism in its policy, and on the further assumption that it 
must accept that the balance of payments must balance. In 
effect, this is the position in which the United Kingdom finds 
itself at the moment. We can now proceed to consider the 
effects on its economy of shifts in the terms of trade arising 
through external causes, such as those in the last year or so. 
Now that all these other issues are cleared to one side, the answer 
is not very difficult. 

The fact is that, from a selfish point of view, leaving aside 
the dynamic disturbance effects considered earlier, and assum- 
ing that the balance of payments was in a satisfactory state before 
the change in the terms of trade took place, an improvement of 
the kind we have seen in the last year or so is an unquestioned 
benefit. Even if the balance of payments was originally not in a 
very satisfactory state (the more reasonable view in the British 
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case) still the terms of trade improvement does nothing to harm 
it—again leaving aside these dynamic disturbance effects. 

What, then, of the argument that it impoverishes oy; 
customers? This is true—they are able to buy less of our exports 
—but at the same time we need to sell less exports to keep our 
payments in balance. The question is, therefore, how far these 
two factors offset one another. 

The impoverishment of overseas countries comes in two 
ways: they have inadequate foreign currency earnings to pay 
for the old volume of imports, and their residents have lower 
incomes than before so that they can afford to buy less than 
before, including less imports. 

If the overseas countries cannot or will not permanently 
reduce the level of their foreign reserves, sooner or later they 
must cut the value of their imports by the same amount as the 
fall in the value of their exports. On the simplifying assumption 
that we are their only trading partner, this means that sooner or 
later our balance of payments with them is restored to just the 
same level as before. Our balance of payments ultimately 
settles down to just the same level as before, but we can enjoy 
the same volume of imports for a smaller volume of exports. At 
least in a narrow view, all is well and good. 

Even if the overseas customers can more or less indefinitely 
reduce their currency reserves, the other force operates: lower 
incomes there mean smaller imports. This again tends to mean 
that the balance of payments comes back to where it was. But, 
normally, if incomes fall, savings also fall. This means that the 
overseas countries will have to finance more of their home 
investment from abroad. Hence, if long-term lending to them 
is unchanged, they come to run a bigger deficit on the current 
account of their balance of payments than before their terms of 
trade deterioration—unless they reduce home investment. 
Correspondingly, this implies some improvement in the level of 
our balance of payments, compared with the original position. 

One modification needs to be made to all this, to allow for 
the fact that we may import less from our main overseas 
customers than we sell to them—trade is triangular or multi- 
lateral, not merely bilateral. Here, the advantageous position 
is clearly for the prices of the things sold by the countries 
which are our best markets to fall relatively little, and for 
the prices of the things we buy from countries which do not 
buy much from us to fall sharply. Which way these forces have 
operated in the last year or so it is hard to tell; many sterling 
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area commodities (such as cocoa, tin and even wool) have 
recently been holding their prices remarkably well; but others 
(notably dairy products) have been very hard hit. 


BALANCE OF ADVANTAGE 


The conclusion that all this argument leads to is, on balance, 
mildly optimistic. There is no reason why the shifts in the terms 
of trade during the last year or so should lead to shattering 
disturbances to the world economy—and as far as the British 
economy is concerned, they are likely on balance to be favour- 
able. They reduce the volume of goods we have to send out to 
buy our imports; and they are likely to lead to some easing in 
the general position of our balance of payments. Whether the 
improvement can be expected to be maintained indefinitely is 
almost anybody’s guess—although it is reasonable to expect that 
there will be a tendency towards still more of an improvement 
rather than towards a reversal of trends, until activity definitely 
starts to pick up again in the United States. As some sort of 
guide to anyone who wants to make a guess about the longer-run 
position, some perspective can be achieved by comparing the 
present situation with several key dates in the past. In the first 
quarter of 1958, our terms of trade were 6 per cent. less favour- 
able than in 1938, but 24 per cent. more favourable than at the 
height of the Korean boom in 1951, about 11 per cent. more 
favourable than in 1928, and about 26 per cent. more favour- 
able than in 1913. All this suggests it would be prudent to re- 
cognize that the present position may be abnormally favourable. 

For the more immediate future, it is also important to 
remember that, while the currently favourable terms of trade 
are a real advantage, much the greater part of the recent 
easing in our balance of payments as a result of the improved 
terms of trade has been abnormal and temporary and will be 
offset by a temporary abnormally tight period if our customers 
find they have run their reserves down too far. Lastly, it cannot 
be too often repeated that the present international currency 
system simply does not have the strength and resilience to 
sustain quite moderate disturbances as easily as one might hope. 
The case for some hard thinking and rapid action to strengthen 
that system still remains. 


Alan Day. 


London School of Economics. 
June, 1958. 
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The above charts bring out the marked improvement in sterling since the crisis last 

September. In spite of the downward trend in the rate on British Treasury bills, these 

have continued—as shown by the first chart—to offer a higher return than U.S. 
Treasury bills, even after allowing for the cost of exchange cover. 
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Our reserves would now finance on!y 3} months’ imports, against 10 months’ pre-war, and 

are about a quarter of our sterling liabilities. For the world at large, the most significant 

development since the ’thirties has been the growth in foreign exchange balances—gold 
holdings of countries outside the U.S.A. have increased by only a quarter. 
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SOURCE: OEEC. Sroristical Bulletin | 





While industrial production in the U.K. has shown little change over the past year, the 
U.S. has seen a sharp fall and both Belgium and the Netherlands a distinct trend 
downwards. France and Germany, in contrast, have recorded further gains. 
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There are now two people looking for work for every vacancy notified to employment 

exchanges, though for the country as a whole unemployment averages still only just over 
| 2 per cent. There are, however, significant differences in the situation from one region 
to another. 
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While the number of individual unions has been declining for some years, membership 
has doubled since the ’thirties. Trade union funds at the end of 1956 of nearly £80m. 
were four times greater than in 1938. 
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The slump in freight rates and the increasing tonnage of laid-up shipping have been 
followed by a sharp fall in new orders. The total order book in March was valued at about 
900m., representing an average of four to five years’ work. 
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In spite of the recession, there has been no marked decline on Wall Street and equity 
share prices are still as high as in 1955. In London, in contrast, though prices have 
recently been firmer they are still well below the 1955 peak. 
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